Inflation Targeting: A Panel Approach by Quinonez, Juan S.
Utah State University 
DigitalCommons@USU 
All Graduate Plan B and other Reports Graduate Studies 
5-2015 
Inflation Targeting: A Panel Approach 
Juan S. Quinonez 
Utah State University 
Follow this and additional works at: https://digitalcommons.usu.edu/gradreports 
Recommended Citation 
Quinonez, Juan S., "Inflation Targeting: A Panel Approach" (2015). All Graduate Plan B and other Reports. 
669. 
https://digitalcommons.usu.edu/gradreports/669 
This Thesis is brought to you for free and open access by 
the Graduate Studies at DigitalCommons@USU. It has 
been accepted for inclusion in All Graduate Plan B and 
other Reports by an authorized administrator of 
DigitalCommons@USU. For more information, please 
contact digitalcommons@usu.edu. 
		




Juan S. Quinonez 
 
A thesis submitted in partial fulfillment 


































Utah State University 
 
College of Agriculture and Applied Sciences 
 
 
Applied Economics Department 
 
Research Project  





















and	 growth	 (Yagci	 [2001]).	 In	 this	 type	 of	 monetary	 framework,	 the	 central	 bank	 (or	 policy	
makers)	is	willing	to	buy	or	sell	foreign	exchange	in	order	to	keep	the	exchange	rate	at	a	certain	
level	 (pegged	 exchange	 rate)	 or	within	 certain	 bands	 (pegged	within	 bands).	 This	 framework	
requires	a	high	level	international	reserve,	so	the	central	bank	can	sell	foreign	currency	when	the	
exchange	rate	is	depreciating	to	counter	this	downward	move,	or	buy	back	foreign	currency	in	
the	 opposite	 case.	 Yagci	 (2001)	 highlights	 the	main	 benefits	 of	 this	 regime:	 1)	 can	 promote	
stability	and	competiveness,	if	peg	is	credible	and	2)	can	keep	interest	rate	at	a	lower	level.	The	
downside	of	this	monetary	policy	 framework	 is	 that	 it	has	 limited	capacity	to	absorb	external	
shocks,	 because	 if	 the	 country	 runs	 down	 its	 international	 reserve,	 the	 policy	 cannot	 be	
maintained.	
	
Developed	countries	were	 inclined	 to	conduct	a	monetary	policy	based	on	monetary	 targets.	
Mishkin	 (2000)	 states	 that	 this	 monetary	 framework	 was	 characterized	 by:	 1)	 reliance	 on	
information	 conveyed	 by	 a	 monetary	 aggregate	 (such	 as	 M1,	 M2,	 or	 other	 aggregate),	 2)	








On	 the	 other	 hand,	 as	Mishkin	 (2000)	 continues	 his	 study,	 the	 US	 was	 not	 able	 to	 manage	






















of	 its	 benefits.	 Then	 we	 test	 if	 there	 is	 sufficient	 evidence	 to	 support	 this	 advantages,	 and	
determine	how	is	this	monetary	framework	related	to	economic	development.	
Inflation	
As	mentioned	 before,	 inflation	 can	 be	 defined	 as	 the	 general	 change	 of	 prices	 of	 good	 and	
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In	general,	if	the	general	population	expect	a	price	increase	in	the	future,	they	will	increase	their	





continue	 supplying	 goods	 and	 services.	 Inflation	 is	 said	 to	 be	 often	 underestimated,	 hence,	
having	an	 inflation	rate	close	to	zero	 is	close	to	be	 in	the	deflation	zone	and	all	 the	concerns	
related	to	it.	Generally,	policy-makers	try	to	avoid	zero	inflation	rate.	
	
The	question	policy-makers	have	to	answer	 is	“how	much	price	variation	 is	good?”	There	 is	a	
generally	accepted	concept	where	“low	and	steady”	inflation	improves	the	economic	growth	and	
development.	Consumers	 form	their	own	future	 inflation	expectation,	based	on	past	 inflation	
levels	 and	 other	 relevant	 information.	 If	 inflation	 is	 kept	 at	 a	 “steady”	 level,	 their	 inflation	
expectation	will	not	be	far	off	actual	inflation,	which	means	that	they	can	base	their	economic	




Skeptics	 of	 this	 claim	 often	 ask	 “how	 low?”	 or	 “what	 is	 steady?”	 The	 answer	 of	 those	 last	
questions	 varies	 and	 depends	 on	 which	 country	 we	 are	 dealing	 with.	 In	 general,	 developed	





















and	 Laxton	 (2006)	 concluded	 that,	 even	 though	 these	preconditions	 are	not	met,	 developing	
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not	 a	 rule	 in	 the	 sense	 that	 the	 changes	 in	 policy	 are	 not	 a	 reaction	 provoked	 by	 certain	






it	mean	 that	 inflation	 rate	 is	 the	only	priority	of	 the	policy-makers	 relative	 to	other	variables	




usually	 leave	 an	 “escape	 clause”	 for	 secondary	 objectives.	 Developing	 countries	 that	 have	






































Approximated	ten	years	after	 the	“birth”	of	 inflation	targeting	 framework,	Neumann	and	von	




Not	 so	 long	 after	 Neumann	 and	 von	 Hagen	 (2002)	 publication,	 Ball	 and	 Sheridan	 (2003)	
conducted	 a	 similar	 study	 and	 noted	 that	 the	 decrease	 in	 inflation	 that	 inflation-targeting	
countries	experienced	was	also	present	on	non	inflation-targeting	countries.	They	asserted	that	
																																																						








































































Miller	 et	 al	 (2012)	 compiled	 different	 studies	 regarding	 inflation	 targeting	 and	 its	 impact	 on	
economic	 performance.	 After	 comparing	 all	 the	 research,	 he	 concluded	 that	 the	 inflation	
targeting	 regime	 does	 not	 affect	 economic	 performance	 in	 developed	 countries,	 but	 it	 has	
positive	effects	on	developing	countries.	Similarly,	Walsh	(2009)	investigated	the	benefits	of	the	
IT	regime	and	concluded	that	the	decrease	in	inflation	(and	inflation	volatility)	was	more	evident	
in	developing	countries	 rather	 than	developed	countries.	He	argues	 that	developed	countries	





Non-macroeconomics	 benefits	 include	 an	 increase	 in	 transparency.	 Policy-makers	 try	 to	 be	
transparent	and	trustworthy	so	that	the	general	public	may	trust	them	and	start	making	their	







Another	 of	 these	 benefits	 is	 the	 increase	 of	 accountability.	 Alongside	 the	 declaration	 of	 the	
inflation	target,	there	are	penalties	for	the	policy-makers	if	they	do	not	meet	their	goals	in	the	
right	time.	Every	time	this	target	is	not	met,	people	in	general	may	start	losing	their	“anchor”	to	
the	 inflation,	 and	 the	 policy-makers	 may	 lose	 their	 credibility.	 In	 order	 to	 boost	 the	
















One	 of	 the	most	 important	 benefits	 is	 the	 independence	 of	 the	 policy-makers.	 By	 not	 being	
influenced	by	 the	 government,	monetary	policy	 can	be	performed	 so	 that	 it	 can	 achieve	 the	
inflation	target	and	not	having	any	other	intermediate	goal.	
	
Even	 though	many	 benefits	 have	 been	 attributed	 to	 the	 inflation	 targeting	 regimen,	 Epstein	
(2003)	argued	that	none	are	a	consequence	of	this	regime,	but	to	other	policy	measures	that	are	















 World	Bank	Classification IT	Countries	 Non-IT	Countries	 Total	
High	Income	
High	income:	OECD	 15	 12	 27	
High	income:	nonOECD	 1	 16	 17	
Upper	middle	income	 16	 17	 33	
Low	Income	
Lower	middle	income	 12	 22	 34	
Low	income	 3	 15	 18	




For	 most	 of	 this	 period,	 IT	 countries	 had	 higher	 GDP	 than	 non-IT	 countries.	 From	 2009	 the	
average	GDP	for	IT	countries	has	fallen,	and	this	is	partly	explained	by	the	fact	that	since	that	
year,	the	lower	end	of	high	income	countries	has	adopted	this	monetary	framework	which	has	
















































and	non	 IT-countries	 inflation	 rate	have	been	 roughly	 the	 same	over	 the	 years,	 however,	 IT-










the	time	average	to	each	 individual,	which	will	eliminate	the	unobserved	effect	 (because	 it	 is	
believed	 its	constant).	The	 latter	methodology	assumes	that	 there	 is	some	sort	of	correlation	
between	 the	 explanatory	 variables	 and	 the	 unobserved	 effect.	 In	 order	 to	 estimate	 the	

























We	will	 use	 in	 this	 investigation	 the	 fixed	effect	 and	pooled	OLS	estimations	 and	 specify	 the	
following	regressions:	




total	 population,	 educ	 correspond	 to	 education,	GovExp	 is	 the	 government	 current	 account	
balance	as	a	percentage	of	the	GDP	and	i	is	the	real	interest	rate.	We	include	the	inflation	term	


























inflation	 targeting	 framework	 increases	 the	 GDP	 between	 1.01%	 and	 1.51%,	 however	 this	

















marginal	effect	of	 lagged	 inflation,	showing	marginal	decreasing	return	on	 inflation,	however,	
this	effect	was	not	captured	by	the	fixed	effect	model.	
	







low	 income	one	 (0.124	vs	0.016).	 For	 low	 income	countries,	 inflation	 rate	 showed	a	 stronger	
inertial	component	than	high	income	countries	(0.134	vs	0.101),	but	for	both	group	of	countries,	
this	variable	was	not	statistically	significant.	For	both	type	of	countries,	the	real	interest	rate	was	



















So	 far	we	have	 studied	 the	effects	 of	 Inflation	 Targeting	on	GDP	and	 inflation	 rate,	 however	
nothing	has	been	said	about	the	inverse	relationship.	A	very	interesting	question	to	answer	would	









framework	 requires	 policy-makers	 to	 commit	 to	 a	 target	 inflation	 that	 is	 consistent	with	 the	
potential	GDP	growth,	so	that	the	general	population	would	base	their	economic	decision	upon	









The	 adoption	 of	 inflation	 targeting	 is	 linked	 to	 a	 decrease	 of	 inflation	 rate,	 although	 not	
statistically	significant.	We	found	that	in	developing	countries	this	relationship	is	opposite	to	the	



















series	 models.	 However,	 this	 can	 be	 also	 analyzed	 using	 panel	 data	 that	 accounts	 for	 time	



































































































































































































GDP	 GDP	 at	 purchaser's	 prices	 is	 the	 sum	 of	 gross	 value	 added	 by	 all	
resident	producers	in	the	economy	plus	any	product	taxes	and	minus	
any	 subsidies	 not	 included	 in	 the	 value	 of	 the	 products.	 It	 is	
calculated	without	making	deductions	for	depreciation	of	fabricated	
assets	 or	 for	 depletion	 and	 degradation	 of	 natural	 resources.	 Data	
are	in	current	U.S.	dollars.	Dollar	figures	for	GDP	are	converted	from	
domestic	 currencies	 using	 single	 year	 official	 exchange	 rates.	 For	 a	
few	countries	where	 the	official	 exchange	 rate	does	not	 reflect	 the	




Gross	 capital	 formation	 (formerly	 gross	 domestic	 investment)	
consists	 of	 outlays	 on	 additions	 to	 the	 fixed	 assets	 of	 the	 economy	
plus	net	changes	in	the	level	of	inventories.	Fixed	assets	include	land	
improvements	(fences,	ditches,	drains,	and	so	on);	plant,	machinery,	
and	 equipment	 purchases;	 and	 the	 construction	 of	 roads,	 railways,	
and	the	like,	including	schools,	offices,	hospitals,	private	residential	
dwellings,	 and	 commercial	 and	 industrial	 buildings.	 Inventories	 are	
stocks	 of	 goods	 held	 by	 firms	 to	 meet	 temporary	 or	 unexpected	
fluctuations	 in	 production	 or	 sales,	 and	 "work	 in	 progress."	
According	 to	 the	 1993	 SNA,	 net	 acquisitions	 of	 valuables	 are	 also	
considered	capital	formation.	
Inflation	 Inflation	 as	 measured	 by	 the	 consumer	 price	 index	 reflects	 the	
annual	 percentage	 change	 in	 the	 cost	 to	 the	 average	 consumer	 of	
acquiring	 a	 basket	 of	 goods	 and	 services	 that	 may	 be	 fixed	 or	
changed	at	specified	intervals,	such	as	yearly.	The	Laspeyres	formula	
is	generally	used.	
Labor	force	 Total	 labor	 force	comprises	people	ages	15	and	older	who	meet	the	
International	 Labour	 Organization	 definition	 of	 the	 economically	
active	population:	all 	people	who	supply	labor	for	the	production	of	
goods	 and	 services	 during	 a	 specified	 period.	 It	 includes	 both	 the	
employed	and	the	unemployed.	While	national	practices	vary	 in	the	
treatment	of	such	groups	as	the	armed	forces	and	seasonal	or	part-
time	workers,	 in	 general	 the	 labor	 force	 includes	 the	armed	 forces,	
the	 unemployed,	 and	 first-time	 job-seekers,	 but	 excludes	













Gross	 enrolment	 ratio.	 Primary.	 Total	 is	 the	 total	 enrollment	 in	
primary	 education,	 regardless	 of	 age,	 expressed	 as	 a	 percentage	of	
the	 population	 of	 official	 primary	 education	 age.	 GER	 can	 exceed	





enrollment	 in	 secondary	education,	 regardless	of	 age,	 expressed	as	
a	percentage	of	 the	population	of	official	 secondary	education	age.	
GER	 can	exceed	100%	due	 to	 the	 inclusion	of	over-aged	and	under-




Gross	 enrolment	 ratio.	 Tertiary	 (ISCED	 5	 and	 6).	 Total	 is	 the	 total	
enrollment	 in	 tertiary	education	 (ISCED	5	and	6),	 regardless	of	 age,	




































































































































	 	 	 0.000	
(0.000)	










	 	 	 	
	 	 	 	 	 	 	 	 	
N	 2,750	 2,381	 2,131	 1,955	 2,750	 2,381	 2,131	 1,955	
Total	Sum	
of	Squares	
14,300	 12,571	 10,982	 9,530	 865.66	 646.4	 570.38	 529.56	
R	Squared	
Adjusted	
0.994	 0.993	 0.993	 0.993	 0.902	 0.890	 0.884	 0.884	
F-statistic	
(p-value)	
0.000	 0.000	 0.000	 0.000	 0.000	 0.000	 0.000	 0.000	





































































































































	 	 	 0.002***	
(0.000)	
	 	 	 0.007***	
(0.002)	
	 	 	 	 	 	 	 	 	
N	 1,685	 1,454	 1,392	 1,285	 1,065	 927	 739	 670	
Total	Sum	
of	Squares	
553	 384	 365	 346	 311	 261	 205	 182	
R	Squared	
Adjusted	
0.907	 0.888	 0.887	 0.891	 0.889	 0.887	 0.871	 0.865	
F-statistic	
(p-value)	
0.000	 0.000	 0.000	 0.000	 0.000	 0.000	 0.000	 0.000	



















































































Table	 7	 Results	 from	 fixed	 effect	 estimations	 for	 high	 and	 low	 income	 countries.	 Dependent	
variable:	Inflation.	Standard	error	in	parenthesis.	***	indicates	significance	at	0%;	**	indicates	
significance	at	1%;	*	indicates	significance	at	5%,	.	indicates	significance	at	10%.	
	
